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1. Introduction 

Should the government regulate the banking industry? Lawrence H. White 
(1984) in a new book, Free Banking in Britain, argues that free banking should 
be seriously viewed as an alternative to government regulation because it was a 
success in Scotland in the eighteenth and nineteenth centuries. In reviewing the 
historical experience of Scottish free banking, White provides some evidence 
for the well-known view of Fama (1980) that there is nothing special or unique 
about the banking industry. In addition, White argues that during the British 
monetary controversies of 1820-45, there were proponents of free banking 
who have been overlooked by historians of economic thought. 

White’s arguments are worth examining because the Scottish free banking 
experience seems to have been dramatically different from the American free 
banking experience, which is generally viewed as a failure. Contrasting the two 
experiences raises a number of questions about White’s conclusions based on 
the Scottish experience. The issues raised involve an emerging alternative to 
Fama’s view of banking. The alternative view sees intermediaries as contrac- 
tual arrangements which solve particular enforcement and incentive problems 
arising due to information asymmetries. Recent examples include Haubrich 
and Ring (1983) and Boyd and Prescott (1984). White’s book is perhaps most 
usefully seen as an example of how unresolved theoretical issues in banking 
might benefit from historical investigation. 

2. Free banking: Scotland and America 

In both the Scottish and American free banking systems banks issued notes, 
redeemable at par on demand, which circulated as media of exchange. In 
Scotland entry into the banking industry was unrestricted, right of note issue 
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was universal, and there was virtually no government regulation. At its zenith, 
in the early nineteenth century, the Scottish banking industry had a relatively 
large number of competing banks (peaking at thirty-seven banks in 1810) most 
of which were extensively branched, and most of which were capitalized by a 
large number of shareholders. All the banks participated in a note exchange 
system. The Scottish system lasted for over a century and resulted in relatively 
few losses to note holders. One measure of the success of the Scottish system 
was the fact that specie was largely replaced by bank notes as a circulating 
medium. White, reviewing this history, emphasizes that the Scottish system 
seems to have worked successfully. 

Assessments of the American experience, in contrast, have hardly been 
complimentary. During the American free banking era, 1837-1863, entry into 
the banking industry was unrestricted. Banks issued their own notes subject to 
obtaining charters and satisfying note collateral requirements which varied by 
state. The number of issuing banks was large for the country as a whole, but 
varied among states with more densely populated states having more banks. 
Bank failures and losses on notes differed significantly by state, but have been 
generally interpreted as being excessive. Recent examination of this cross-sec- 
tion of state experiences by Rollick and Weber (1983,1984) has revised the 
image of wildcat banks defrauding the public. They argue that most free bank 
failures occurred during recessions when the value of bank portfolios plunged. 
Even accepting this revised view, however, the American system appears not to 
have fared as well as the Scottish system. 

While much work remains to be done on both experiences, the evidence so 
far accumulated seems to point to the inescapable conclusion of Scottish 
success and American failure. Such a conclusion, if accurate, seems puzzling. 
One explanation for this puzzle, endorsed by White, is that the American 
system was a failure because of regulation. The argument is that free bank 
failures and losses were due to the state bond collateral requirements for note 
issuance and the requirement that notes had to be redeemed at par on demand. 
Therefore, the argument goes, when bond prices fell free banks failed because 
their notes had to be redeemed at par. 

Ring (1983), however, has pointed out there is no reason to believe that the 
collateral requirement was a binding constraint. Moreover, the failures of New 
York free banks issuing notes not subject to the requirement were highly 
correlated with the failures of free banks subject to the requirement. .Finally, 
notes did not have to be redeemed at par during general suspensions. [See 
Hammond (1957).] The Rolnick and Weber evidence seems to suggest that 
banks, like other firms, failed during recessions (periods which correspond to 
falling bond prices). The hypothesis that the American experience was a failure 
because of regulation does not seem compelling (to me). What, then, does 
account for the observed differences between th.e two systems? 
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3. Tbe financial structure of free banks 

During the Scottish free banking era all but three of Scotland’s banks 
operated with unlimited liability of bank equity holders. If a Scottish bank 
failed, the publicly listed shareholders were liable, under the strict Scottish 
bankruptcy law, to lose their real and heritable estates, if required, to pay their 
liabilities in full. For example, when the Fife Bank failed in 1829 each holder 
of a f50 share was assessed f5,500. During the American free banking 
experience, the liability of bank equity holders was always limited (by virtue of 
obtaining a charter) to the initial paid-in value of the equity or, in some states, 
to the legally required double liability. This difference between the two systems 
is stressed by White. 

Scottish banks legally operated as partnerships, except for the three banks 
with charters from either the Scottish or British parliaments. For partnerships, 
unlimited liability was not a matter of choice. Another, related, important 
difference was that equity shares in non-chartered banks, called co-partneries 
under Scottish law (and to be distinguished from the joint-stock banks which 
arose in Scotland in the 1830’s), were not freely traded, according to Munn 
(1981). While nominally freely transferable, in practice partnership agreements 
made transfer extremely difficult (for the obvious reasons). 

What difference did the differing financial structures of banks in the two 
systems make? While it is hard to compare, it is not obvious that banks failed 
with greater frequency in America than in Scotland during their respective free 
banking eras. In Scotland, 109 banks were created between 1695-1850, and 
only seventeen survived in 1850 [Checkland (1975, p. 371)]. If a major criterion 
of success or failure of a free banking system is losses to note holders, then the 
Scottish banking system was, relatively, a success simply because of the 
different risk-sharing implications of the two types of financial structures. No 
inferences can be drawn about optimal risk-sharing arrangements when bank 
debt circulates as hand-to-hand money because the legal systems of the two 
countries imposed the liability structures. Clearly, under the Scottish system, 
the note holders would, ceteris paribus, incur far fewer losses on average. This 
criterion, however, may make no sense, particularly if the risk can be properly 
priced. 

In the American free banking system bank notes sold at discounts against 
specie and traded at discounts in secondary markets and as a medium of 
exchange. This system of floating exchange rates has never been studied (to my 
knowledge), but there seems no a priori reason to believe that it was not an 
efficient market. In Scotland, on the contrary, notes traded at par or at a 
uniform discount reflecting transportation costs of redemption. Fama (1980) 
forcefully argues that the Modigliani-Miller theorem on the irrelevance of 
pure financing decisions holds for banks, and that consequently there is 



270 G. Got-ton, Banking rheory andfree banking history 

nothing special about banks. This view is in accord with the asserted efficiency 
of the American floating exchange rate system, but it cannot explain the 
presence of banking panics. White argues that the financial structure of banks 
is important in this regard. 

4. The stability of free banking systems 

Individual banks in Scotland experienced runs, but there were no gener- 
alized runs or banking panics as in the U.S. during the panic of 1857. To be 
more precise, it does not appear that the failure of a bank in Scotland ever led 
to a chain of runs on other‘banks through some sort of information externality 
as is often alleged to have happened in the United States. In Scotland, for 
example, the failure of the Ayr Bank in 1772 caused eight small private 
bankers in Edinburgh to fail because they held significant amounts of the Ayr 
Bank’s liabilities, but the remaining Scottish banks were unaffected. In fact, 
two of the chartered banks advertised, the day before the liquidation of the 
Ayr Bank, that they would accept the insolvent bank’s notes, perhaps to gain 
in market share by attracting former Ayr customers [White (1984, pp. 30-32)]. 
This behavior was the opposite of the panic scenario in which one failure leads 
to other runs. Significantly though, it is worth recalling, the chartered banks 
had limited liability, and, as it turned out, the claims of Ayr Bank creditors 
were paid off in full by the equity holders whose liability was unlimited. 

In the United States, when the Ohio Life Insurance and Trust Company 
(which was not a bank) failed in August 1857, because its entire capital had 
been embezzled, a panic began. The Ohio Life failure happened in the context 
of other non-financial firm failures at the onset of a recession. Contemporary 
and subsequent accounts of the 1857 panic suggest that the perceived riskiness 
of the liabilities (notes and deposits) of other banks dramatically and suddenly 
changed, conditional on the observation of the Ohio Life failure. [See Gibbons 
(1859), Van Vleck (1943).] According to one contemporary observer, Gibbons 
(1859), ‘the safety of bank notes in circulation was suspected or denied’. 

White attributes the difference between the two systems, with respect to 
panics, to the differing financial structures, limited versus unlimited liability. 
Before this issue can be considered, however, it is important to be clear on 
what the differences were. Above, it was pointed out that the losses in the two 
systems will be distributed differently over the noteholders and shareholders 
because of the different liability arrangements. So when losses are actually 
realized, or expected to be realized, it is not surprising that note holders run in 
one system and not the other. Scottish equity holders had nowhere to run since 
their shares were not freely transferable. Any difference between the two 
systems must turn on the question of information externalities, on whether in 
the American system the failure of one bank leads somehow to runs on other 
banks. 



G. Gorton. Banking theoty and free banking history 271 

It is not obvious how these information externalities would arise. In Fama’s 
view of the world they would not [also see Kareken and Wallace (1978)]. 
Information-based views of banking have been able to produce banking panics 
in models where the observation of some intrinsically irrelevant event can 
cause a bubble-type panic [i.e., Diamond and Dybvig (1983)] or the observa- 
tion of some aggregate variable which is correlated with the value of bank 
portfolios triggers a panic because depositors lack bank-specific information 
[i.e., Gorton (1984a)]. In Gorton’s model unlimited liability would make a 
difference, reducing the frequency of panic, but the assumed information 
problem is between banks and depositors and would disappear with a well- 
functioning market in bank notes which revealed bank-specific risk. 

In the Diamond and Dybvig model, bank depositors have private informa- 
tion about their own consumption streams. A banking panic occurs if the 
depositors, having observed any event, anticipate a run. Since, by assumption, 
bank assets are allocated on a first-come-first-served basis anything that causes 
a panic to be anticipated will result in a panic. If unlimited liability is thought 
of as the government (which can tax), then it would make a difference in the 
Diamond-Dybvig model. Panics would be eliminated. The model can produce 
panics as a result of any event occurring, including the failure of a single bank, 
and so contains the idea that a single failure can lead to other runs. 

Gorton (1984c) shows that panics during the National Banking Era occurred 
when a leading indicator of recessions, the liabilities of failed non-financial 
businesses, reached a critical level. Banks hold claims on 8rrns, and when firms 
begin to fail at the onset of recessions, depositors withdraw their deposits. 
Grossman and Shiller (1981) present evidence that the variability of stock 
prices can be explained by changes in intertemporal marginal rates of substitu- 
tion. That a similar explanation could explain the decline in the price of bank 
liabilities is suggested by the fact that the timing of stockmarket ‘crashes’ and 
panics often coincided. However, though stock markets have closed for brief 
periods of time, it would seem diflicult for the above argument to explain 
banks’ suspension of convertibility. 

Banks in the U.S. responded to panics by suspending the convertibility of 
liabilities into specie. In Fama’s world, bank customers can design any type of 
bank liability they would like, but it is hard to understand why they would 
want a claim with the feature that banks can refuse to honor it, i.e., suspension 
of convertibility, Suspension would seem to be inconsistent with Fama’s view 
of banking, but can be explained in different ways by information-based 
models of panics. With incomplete information bank liability holders take 
actions that they would not take if they had full information. Suspension 
serves to prevent the realization of these actions. 

The question of whether panics occurred in the U.S. and not in Scotland 
because of the different liability structures of banks remains unresolved. A 
possible competing hypothesis, worth mentioning, is that panics are associated 
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with demand deposits, not bank notes. Demand deposits don’t circulate so 
there is not secondary market to efficiently price them [see Gorton (1984b)]. 
Demand deposits didn’t exist in Scotland in significant amounts, whereas in 
the U.S., by 1857, deposits had become larger than notes as bank liabilities, 
particularly in cities. Researchers of the 1857 panic argue that it was a demand 
deposit panic [e.g., Gibbons (1859), Van Vleck (1943)]. It may, therefore, be 
dangerous to ignore the different contractual features of notes and checks. 

Aside from questions about the causes of panics, the presumption that a 
banking system which does not experience panics is better must be questioned. 
In the United States, suspension of convertibility and the functioning of 
clearinghouses which issued money and produced insurance during panics [see 
Gorton (1984b)] may have been effective private arrangements preventing any 
real effects from ‘instability’. If there were real costs from panics, and panics 
are associated with demand deposits, then the costs of panics must be weighed 
against the benefits of demand deposits. In any case, the simple observation 
that panics occurred is not sufficient evidence for any welfare comparison. 

5. Regulation of money creation 

The most common criticism of free banking is that it results in bank money 
being over-issued [e.g., Friedman (1960)]. The possibility of banks overissuing 
debt probably explains why holders of the debt always had the option to 
redeem it at par (as the senior claimant). Theoretical models, however, have 
only considered inconvertible private money and have come to different 
conclusions on the issue. Klein (1974) has argued that as long as monies can be 
distinguished, so that brand names develop, quality competition will prevent 
over-issuing. Taub (1982), however, points out that Klein’s model requires that 
money demanders have a form of adaptative expectations since the brand 
name reputation, entered as an explicit parameter of the money demand 
function, depends on past performance. Without this Taub shows that private 
money suppliers will, in equilibrium, choose inefficiently high rates of inflation 
because of a type of dynamic inconsistency. 

Over-issuance is commonly alleged to have happened in the U.S., but 
according to White ‘this is nor what historically happened under free banking 
in Scotland’ (p. 140). White’s explanation depends upon the contractual 
features of notes, i.e., the option to redeem at par as the senior claimant. His 
argument, briefly, is that banks had an incentive to organize a note exchange, a 
sort of clearinghouse, because if the member banks accepted each others’ notes 
at par, exchanging them at the note exchange, each member’s notes would 
achieve a wider circulation. The effect, according to White was that ‘deliberate 
or indeliberate overissue of notes by a bank was not a profitable strategy when 
the notes rapidly returned through the clearinghouse and drained the bank’s 
reserves’ (p. 140). If a bank overissued, it would quickly face the prospect of 
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paying out specie or having the unlimited liability provisions for the equity 
holders invoked. 

The Scottish experience of no overissuing can perhaps be explained as a 
result of an optimal combination of size of the country and liability structure 
of the banks. In order for the Scottish enforcement mechanism to work, notes 
had to circulate long enough to be profitable, but not so long that banks could 
overissue without facing the unlimited liability of redeeming them. Scottish 
banks had to work hard to keep notes in circulation. In fact, one historian 
[Checkland (1975, p. 1831 writes that ‘the Scottish system was one of continu- 
ous partial suspension of cash payments’. 

American cities were smaller than Scottish cities, yet the country was larger. 
Banks in American cities apparently could not keep notes in circulation long 
enough to profit from issuing large amounts of notes. Bank note circulation 
was, therefore, of secondary importance to deposits in New York, Phila- 
delphia, Boston, and New Orleans. In addition, of course, these cities were the 
centers of commerce and industry. This would explain the development of 
demand deposits in the United States, something which did not occur in 
significant amounts in Scotland during the period of free banking. 

American note exchange systems were based on the fact that the balance of 
domestic payments favored the cities, particularly New York, throughout the 
year though varying seasonally. Though city banks issued few of their own 
notes (relative to deposits), they took in large amounts of country bank notes. 
Rather than sell country bank notes to note brokers at a discount, city banks 
offered a lower discount on country notes, driving the note brokers out of 
business. The city banks then redeemed the notes against the accounts of the 
country banks. Country banks were induced, by the payment of interest and 
the threat of bulk redemption of their notes, to maintain permanent deposits in 
New York City banks. In 1856 the supervision of country banks’ note 
circulation was managed by six large New York City banks. Redemption 
systems like New York’s, modeled after the earlier Suffolk system of New 
England, did not cover the entire United States and may not have resulted in 
eliminating inefficiently high rates of inflation. Overissuing, in the sense of a 
dynamic inconsistency, remains an open question for the United States. 

6. Central banking 

The major conclusion of White’s book is that, on the basis of the Scottish 
experience, free banking is relevant today as a viable, indeed, desirable, 
alternative to central banking. Banking, however, may not naturally fit into 
this commonly accepted paradigm of free markets versus government regu- 
lation, depending on whether a market failure exists or not. If banks regulated 
themselves in non-market ways, then the emergence of central banking by a 
government may not appear so arbitrary, though it may still have been 
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unnecessary. In addition to non-market forms of self-regulation, there are 
issues involving dominant players imposing discipline on other banks. Once 
again, however, the experiences of Scotland and America have similarities and 
differences. 

The free banking era in the United States began after President Andrew 
Jackson vetoed the rechartering of the Second Bank of the United States. It is 
often argued that the Second Bank was a quasi-central bank because it was 
able to effectively discipline note issuing banks by threatening them with bulk 
redemption of their notes. This threat was credible because of its size as the 
government depository institution. The Suffolk Bank in New England and the 
First Bank of the United States functioned similarly. During the subsequent 
era of free banking, the big New York City banks appear to have been the 
dominant players. 

Despite White’s assertion that of the many competing banks in Scotland 
‘none was disproportionately large’ (p. 34). Scotland did have banks which 
acted as dominant players. The dominant players were the three older, chartered 
banks. These banks differed from the other banks in important ways. They 
were larger and operated with limited liability. Moreover, by government 
instruction, customs officers only accepted the notes of chartered banks in 
payment of duties and refused all other notes. There was a long pattern of 
collaboration between the public banks which, though marked by periodic 
fighting among themselves, allowed them ‘a measure of jurisdiction’ over the 
other banks [Checkland (1975)]. Non-chartered banks held the notes of public 
banks as reserves. The chartered banks seem to have operated in much the 
same manner as the American dominant players. 

The dominant banks, whether in the U.S. or Scotland, seem to have played 
important roles as central bank-like institutions, but, in this regard, their power 
was limited. They had no ultimate control of the means of payment. In the 
United States, another institution, the clearinghouse, appears to have been 
much closer to a central bank. Clearinghouses regulated member bank levels of 
equity, reserves, and interest rates; they also audited members, produced 
money during crises and issued a form of insurance. Gorton (1984b) has 
argued on information grounds that the emergence of the clearinghouse was 
necessary for demand deposits to be a viable banking product. [Also, see 
Timberlake (1984).] In the U.S. the first clearinghouse was established in 1853, 
during the American free banking period. In Scotland, the first clearinghouse 
was established in 1865, after the free banking period. 

Self-regulation by banks through the non-market institutions of the note 
exchange and the clearinghouse, as well as regulation by dominant banks, seem 
hard to explain from Fama’s and White’s points of view. That there may be 
intrinsic informational and contractual features of claims circulating as media 
of exchange which produce the endogenous development of central bank-like 
institutions is not a view which sits well with many economists’ prior beliefs 
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about how unregulated markets function. But before questions about govem- 
ment regulation and government central banks can be usefully addressed, it 
seems important to explain the market and non-market structures of the 
banking industry and their links in an unregulated context. Coase (1937), and 
more recently Williamson (1975), have addressed the question of market versus 
non-market forms of organizing economic activity. In banking the assumption 
has been that non-market forms of organization were simply imposed by the 
government. At the very least, research on the American and Scottish free 
banking systems suggests that that is an open question. 

7. Conclusion 

It would seem difficult, if not impossible, to draw inferences about the 
existence and uniqueness of banking arrangements by reference to the existing, 
heavily regulated world of banking. Just as monetary policy debates have 
usefully benefited from examination of international cross-sections, banking 
debates can usefully benefit from historical comparisons of unregulated and 
less regulated banking systems. Banking history is of more than esoteric 
interest and White’s book is a useful and provocative contribution to what 
should be an ongoing effort. 
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